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Summary
Much academic work as well as political and media coverage in Europe views the Russian gas  sector  in the first place from the standpoint of security of supply (European energy  security). Concern is expressed about Europe’s level of dependence on Russian gas, and the lack of readily available alternatives. Few academic research, however, aims at discussing  impact of the global economic crisis on  the Russian sector and Russia’s response to it.
 There is no special studies on this subject matter yet.  Observing world energy sector in general, some experts came to quite radical conclusions that the era of global energy  giants is over 
. The others pay attention  to  principles that might be common to all big  energy companies – transparency  and  fair competition.
   

This paper aims  to contribute to this discussion by considering the Russian gas sector in the context of  challenges caused by the economic downturn  and by some other factors  as well as the  way how   the Russian gas industry meet them
 . Discussions of domestic gas industry development  and Russia’s  export strategies have been set against this background.  
The structure of the paper reflects aforementioned topics. The paper opens with  a short introduction about the role of Gazprom in the Russian economy. Then it provides for  the  list of challenges that Gazprom has to cope with. The main part deals with Gazprom’s  responses to the crises.  
Introduction: Gazprom in the Russian economy

The gas industry is crucial to the Russian economy, accounting for more than half (52%) of all energy consumed in the country and contributing 13% of total export revenues. It is difficult to calculate  the exact contribution of the industry to the Russian GDP but in 2010 it was around 8 percent. While this contribution is significantly less than that of the oil sector, the latter has no counterpart company, in terms of centrality and dominance, to Gazprom.
  
Thanks to revenue derived from its oil and gas sales, Russia was able to pay off all of its outstanding debt to the International Monetary Fund and foreign creditors by 2003. By the beginning of 2008, Russia had amassed over $151 billion in the country’s Stabilization Fund, as well as $476 billion in foreign reserves, third internationally behind only China and Japan. 
The Stabilization Fund was split into a Reserve Fund and a National Welfare Fund in February 2008. As of January 1, 2009, the National Welfare Fund held $87.97 billion and the Reserve Fund $137.09 billion. 

Russia’s official energy strategy observes that “energy security is the most important element in Russia’s national security” and calls for the state to take an active role in the energy sector so as to protect Russia from both internal and external threats.

The global economic crisis hit Gazprom hard. In January 2009 the oil price plummeted to $32.40 per barrel and Gazprom's market capitalization bot​tomed out at $85 billion. A year later, the oil price recovered to $75 per bar​rel, and Gazprom's market capitalization stabilized around $140 billion, just 40 percent of its peak value.  By March 2011, against the backdrop of rallying oil and gas prices and falling oil supplies from Libya, the capitalization of the Russian gas monopoly has climbed to $180 billion.
 

Gazprom  remains Russia's largest company in terms of market capitalization, but it has underperformed in comparison with any relevant asset class. Its net profit, which exceeded $25 billion in 2007 and 2008, declined  to  $19 billion in 2009. Meanwhile, Gazprom's over​all investment continues to rise and in 2010 is was  at $30 billion, far exceeding net profits.
 As a consequence, Gazprom has a persistent nega​tive cash flow with a net debt of over $40 billion.

Challenges to deal with 

In each recession, some structural weaknesses are revealed, and Gaz​prom may be experiencing the beginning of a substantial structural crisis. There were at least six factors  that have  led  Gazprom  to a serious  crises:  Gazprom's unreliability as a supplier; new competition from LNG and shale gas; changing relative prices; structural decline in the demand for gas; decreased energy intensity in Russia, Ukraine, and Belarus; and Gazprom's underperformance relative to ind​ependent producers.
 It is worth to mention, that almost all of aforementioned  arguments  in one way or another  have been accepted by those  in the Russian government who have drafted  the new ‘General plan for  Gas industry up to 2030’. 
The starting point for the ne Gazprom’s General plan  was acceptance of the fact  that,  indeed,  the financial crisis of 2007-2008  hit Russian economy stronger than any other BRIC state, but  by 2011 its major sector – energy has ‘almost recovered’. Gas production has reached pre-crisis level of 650 bcm, and export grew up to 182 bcm.  Growth of  consumption both  in Russia and in the CIS  was the main reason for recovery. Also, operation on a full capacity of the LNG facility under Sakhalin-2 contributed  substantially to overcoming crises. 
World economic crisis led to   uncertainty concerning oil prices. If they remain  at the current level, this would not only strengthen economically Russia and other producer nations, but would  also present some difficulties for gas price reform which is the center piece of the General plan:  since the European gas prices are tied to oil prices, and the reform aims to tie  CIS prices to European prices in their turn, the increases required  to reach that level will be qualitatively of a different order from what was expected in the mid 2000s when the reform was planned and such high price levels had not been remotely foreseen.

 The second uncertainty arises from falling  demand on the European market.
 Net profits at Gazprom  fell by 9 per cent in the third quarter of 2010 as weak demand in Europe and rising costs at home hit its bottom line. The company reported on February 2011  net profit attributable to shareholders at 159 billion roubles  ($5.42bn) for the third quarter of 2010. Export volumes to Europe, its main gas market, fell by 21 per cent from the same period in 2009, though the loss was partly compensated by higher prices. Domestically, it faced a climb of 29 per cent in costs for purchasing oil and gas.
Russian Minister of Energy S. Shmatko accepted that his ministry has two scenarios. The first one is pessimistic – Europe is characterized as a stagnated market with maximum growth of demand at 50 bcm/year. The second scenario  is rather optimistic -  potential growth of demand can accede 200 bcm/year.
  
Apart impact of economic crisis on Europe, there are  long term  factors as well in the play. In addition to ambitious plans to develop alternative energy sources,    and  hopes in some European countries to replace traditional natural gas by  shale gas (substantial deposits are discovered in the UK, Poland, Hungary and Ukraine), there is a real competition to pipe gas  from  LNG producers.  Qatar, Nigeria, Egypt and Libya deliver LNG at prices  30 percent lower than of Gazprom. Fast development of LNG infrastructure in Europe causes serious concerns in Russia. 
. 
And last, but not least, challenge for Gazprom is how  to deal with  the third energy package adopted by the EU. This new legislature will substantially limit operations of Gazprom and its subsidiaries in  Europe. If Russian government fails in its negotiation with the EU to revise some basic provisions of this new regulation of European gas market, Gazprom will have to revise its strategy on the European market. Against this background,  it is getting clear that the main objective of Gazprom in Europe is rather to keep its positions than to  expand  them. 
The  Russian Ministry of Energy forecast is that the European market can grow in the range of 50 to 200 bcm up to 2030.  For Gazprom, the crucial element of exports to Europe is not only the volumes of gas but the value of these sales, which earned the company $40-50 billion/year before the crises. There is a very clear pattern during 2000s, with European exports accounting for around 27-29% of Gazprom sales volumes but 57-65% of its total gas sales revenues in 2000s. Now with around 60% of Gazprom’s revenues  coming from its European sales, it is clear that the company needs to make every effort to ensure that these flows are not jeopardized. 
A significant part of the reliability of Gazprom’s deliveries to Europe  still depends on transit through CIS countries. In the late 2000s, more than 90% of Russian gas export transited Ukraine, Belarus and Moldova and 75% transited Ukraine.  Only  supplies to Finland and Turkey through Blue Stream  are not dependent on a transit country. For this reason, the sales and transit  relations with CIS countries are of the utmost importance to both Gazprom and the Russian government. If Gazprom’s supply/demand balance is growing progressively tight, the company may be looking  to minimize future supply commitments  which are not covered by long-term contracts. However, any attempt to ‘squeeze’ supplies to the CIS states countries could have adverse impacts on gas supplies in transit to Europe, and this is why the  development of alternative transit capacity is very important  over next few years.
  Once Gazprom’s two major pipelines bypassing transit states Nord Stream and later South Stream has built, the problem of transit will fade substantially. Also, export capacity of the Russian pipeline system to Europe will increase from 238 bcm/year to 350 bcm/year. 
Not surprisingly that  both Nord Stream and South Stream projects are viewed by the Russian Government as a  top priority, and Gazprom investment program for 2011 contains needed resources for them.    But the question remains whether   those capacities will  be used if the market is about to stagnate? 
Russia’s Government  Response
Initially, the Gazprom management  did not seem to have understood the severity of  dramatic  changes. After a long time in denial, it has reacted in an ad hoc manner. It was a  defensive strategy aimed at  maintaining  ‘the old demand while letting go of new markets and cutting output’.   Gazprom has aggressively insisted on its old long-term contracts with its take-or-pay clauses. It is bound to lose cus​tomers with this high-risk policy in a buyers' market. In February 2010, Gazprom finally started easing this policy, allowing four major European client companies to buy 10 to 15 percent of their contracted gas at lower spot market prices. Further, Gazprom has constrained its supplies by reducing its purchases of Central Asian gas and by postponing the development of new giant fields. In 2008,  Gazprom contracted 70 billion to 80 bcm/ year of Central Asian gas at prices above current market prices. In April 2009,  Gaz​prom suddenly and unilaterally halted the gas flow from Turkmenistan, which caused an explosion in the pipeline on Turkmen territory, blocking further gas sales to Russia. After the Turkmens repaired the pipeline, Gaz​prom refused to take the agreed volumes at the contracted price, although it had a take-or-pay contract. Turkmenistan had prior bitter experiences from the gas glut of 1997-98, when Russia embargoed all its gas exports for 18 months until it built an alternative pipeline to Iran.
 

In December 2009,  Russia and Turkmenistan agreed to reduce Turkmenistan's deliveries to Russia from 50 billion cubic meters in 2009, of which Russia took only 12 bcm, to up to 30 billion cubic meters in 2010.
 Since Gazprom has been forced to reduce its output from existing fields, it has neither need nor financing for the expensive new supergiant fields, Yamal in Northern Russia,  Shtokman in the Barents Sea, or Kovykta in East Siberia. Gazprom has acted rationally, quietly, and without drama delaying the development of all these new fields.

Crises has revealed that single company strategies (including those of Gazprom and  Rosneft) being sound per se,   sometimes  have been  not only at odds with each  but also inconsistent with the national strategic goals for development of energy sector, especially  in Russia’ vast eastern Siberia and Far East. There was a need to think bigger and go beyond corporate interests. Up to 2010, state corporations (Gazprom, Rosneft, Transneft) enjoyed  a lot of freedom and the state controlled their activities mainly through their boards of directors. It seems that in  the end of 2010, a substantial  change  in relations between state corporations and the state took place. 
 In fact, the energy sector was  completely ‘returned’ under supervision of the Ministry of Energy and  energy vice-prime minister I.Sechin.  That is why  the Ministry of Energy  was authorized to produce a number of new practical  documents (Plans and Programs) in order to tie  corporate strategies into   few consolidated   programs  that technologically and administratively unite projects  in  various sectors (oil and gas industry, electricity, chemical industry, machine building, construction materials, etc.). 
In 2010, Ministry of Energy has developed  a number of strategic documents -  a new  Energy strategy of Russia, the General Plan for Development of Gas Industry up to 2030, General Plan for development of oil industry up to 2020,  national energy efficiency program, to mention just the most important of them.  Also, detailed programs on development of specific gas-fields and infrastructure projects  in Yamal (including LNG) , eastern Siberia, and  offshore ( Sakhalin, Okhotskoje and Barents Seas) were produced.   

As  for Gazprom concerned, the Ministry of Energy has evaluated major weaknesses of  the company  and made appropriate  recommendations. First of all, Ministry pointed out that low competitiveness of Russia’s gas in Europe was a  result of huge transportation costs (about 52 percent in price). V. Putin pointed out that due to high transportations costs, « our gas will not be competitive beyond Germany”.
  That is why the top priority for Gazprom is to reduce substantially its transportations costs. It can  be achieved through modernization of all transport infrastructure  chain - from pipelines to  gas compressor stations. Thus, large-scale investments into  existing 158 000 km long pipeline system including compressor-stations is acknowledged as a top priority for the industry. The key factor of Gazprom’s competitiveness will be reduction of costs in segments of  gas industry but primarily in transmission.
 It is worth to mention that  Gazprom spends    60 bcm/year for the so-called ‘technological transport’, e.g.  the volume is consumed by compressor-stations to deliver gas to  the markets. The General Plan  of Gas Industry Development  set the goal to minimize  transportation losses by using new pipes and  more technologically sophisticated compressors 
. 
 In addition to modernization of already existing network, there is also a challenge related to transport capacity. During the 1990s, shortage of funds and general economic chaos meant that maintenance of the   Unified Gas Supply System (UGSS) was badly neglected. One of top   Gazprom’s managers has estimated that only around 25-30% of the required investments were made in the period 1991-2000.
 According to Ananenkov, the actual capacity of the UGSS was 554 bcm  in 1991 and declined  to around 518 bcm/year in 2002.
 Due to substantial investments in pipelines in 2000s, a further 70-80 bcm/year of  capacity from the pipelines running south from the Nadym-Pur-Taz (NPT) region to Tobolsk and further west were added. Thus, total transportation capacity is about 600 bcm/year.
 
This means that the NPT transportation network is very close to capacity though as we will see below, the production   is in  decline. That is why fears  by observers that additional volumes from Bovanekovo field  in 2012 might cause  a problem if  the new Bovanenkovo-Ukhta network is not ready  to transport additional volumes
 are not justified.  If that network is delayed, there will  be still sufficient capacity to transport  to the markets additional volumes from independent producers. 

Though there  might another difficulty for Russian gas over the few years  – certain limitations on NTP transmission may place non-Gazprom producers in competition for available capacity. Hence, this might delay their investments in future production capacity    until after they are assured  that sufficient transmission capacity is available.

Besides extremely high transportation costs, Russian gas industry has to reverse another negative trend -  production decline  in the Nadym-Pur-Taz (NPT) region of Western Siberia. Russian gas production was sustained for more than 20 years by three supergiant fields in NPT (Medvezhje, Urengoi and Yamburg).  These fields  are all into  their decline phase, with production falling in the 2000s at 25 bcm/year. According to the  Ministry of energy, by 2030 production will decline by 50% up to 255-260 bcm.
  In 2001, the supergiant Zapoliarnoe field was brought into production and  this masked the decline in the older fields. Zapoliarnoe reached what was  intended to be its plateau production level in 2004.  From that year on, Gazprom has been forced to compensate for declines at the older fields by a combination of production from new smaller fields and purchase of producing assets from other companies, e.g. from Northgas and Itera  and later NOVATEK.  
Thus, without significant investment in bringing new fields in the Yamal Peninsula, Barents Sea (Shtokman), and Sakhalin online in the near future, Gazprom faces an accelerating decline in production. Former deputy energy minister Vladimir Milov suggests that Gazprom’s production will slide from 545.1 bcm in 2004 to an estimated 530 bcm in 2010, and to only 340 bcm in 2020.
 Of the undeveloped fields for which Gazprom holds development licenses,   it has three main development options: the Ob and Taz Bay fields, the Yamal Peninsula fields and the Shtokman field in the Barents Sea. The Ob and Taz Bay fields are estimated  to have a production  potential of up to 80 bcm/year, but production  from the first of these fields to be developed will not start until 2015. 

As a result, the major question    for Gazprom, and the entire Russian gas industry,  was  the timing of investments to open up  the company’s next generation of supergiant fields on the Yamal. These fields contain more than 10 Tcm of resources with the potential to take  the Russian gas industry through the next several decades of its development. Bovanenkovo, the first of these Yamal fields, will start production in 2012. Output will increase   from 45 in 2013 to 115 bcm/year in 2015.  In 2011-2013 about 300 billion rubles will be invested into development of this field.  Because of Yamal’s remoteness, and logistical difficulties connected with weather and terrain, the key element of the projects in Yamal  is the completion of the Ob-Bovanenkovo railway which was started in 1980s but then abandoned  for  more than a decade.  In 2010,  Gazprom has opened the Ob-Bovanenkovo railroad for working traffic. The 525 kilometer long railroad will make it possible to transport 3 million tons of goods per year between the Ob railroad station and the giant gas field Bovanenkovo. The railroad will be used for transport of equipment and materials for the development of the gas field and for construction of the Bovanenkovo-Ukhta pipeline across the Baydaratskaya Bay.  After Bovanenkovo reaches its initial production plateau in 2015, Kharasavei field will be brought into production. 

Shtokman, around 1000 km west of the Yamal and 650 km offshore Murmansk in the Barents Sea, is a supergiant field with 3,7 Tcm of reserves and a long history of development initiatives.

Production from Shtokman field and the Yamal should not be equated in importance: the former is a single large filed with annual production of 71 bcm  for the initial phases, the majority of which will be exported.  By contrast, the Yamal development will encompass a number of fields with a total potential production of 250-300 bcm/year. 
While delays at Shtokman will mean that the Nord Stream pipelines will need to be supplied by West Siberian gas, and will delay Gazprom’s Atlantic/Pacific Basins LNG ambitions, significant delays to Yamal gas development will have potentially serious consequences for the company’s ability to meet its future commitments to a range of customer groups. 
In 2003, according to Gazprom’s interpretation   of the Russian Energy Strategy (2003), the company was only required  to produce ‘at least 580-590 bcm/year of natural gas by 2020 to meet the needs of the domestic market and fulfill its contractual obligations for export supplies’.
 Later, on the eve of crises the production goals were revised – 610-615 bcm/year by 2015 and 650-670 bcm/year by 2020. ‘By 2020 new fields will account for around 50% of Gazprom’s natural gas production’.
.

The new General Scheme of Gas Industry Development sets out target of 1 Tcm/year  by 2030. This would mean that  during the period   2011-2030, the company would have to bring  onstream more than 350 bcm/year of new production capacity, a staggering task for a company with established reserves as large as Gazprom’s. 
What are the reasons for such a substantial change  in terms of strategy? They are twofold: 

First,  growth of energy consumption  in Russia and, second growing demand in  Asia –Pacific region. Russian government sees it as an ‘objective trend’ (for Asia-Pacific, see below).  

Even as production has stagnated, demand for Russia’s gas has grown. Russia’s economic recovery following the 1998 financial collapse drove a rise in domestic energy demand, and Gazprom in particular has been eager to expand exports, to Europe as well as Asia and (with liquefaction technology) to overseas markets like the United States. Meanwhile, Gazprom is aggressively seeking the gasification of Russian homes, connecting more and more apartments to the country’s gas grid and increasing demand further.

Development of domestic consumption is a top priority for Gazprom up to 2030
By 2030, the country’s level of gasification   will reach  86% (now  it is less than  70%) which equals  developed world average.  In addition to some regions in the west and north of Russia
, priority is given to  gasification of the  eastern Siberia and Far East
. An ambitious goal is to  build there a unified system of production, transmission  and gas supply. As a result, domestic consumption will grow from 432 bcm in 2009 to 549-599 bcm in 2030.  
Gasification plan includes modernization of old pipelines, building 25000 km of new ones, replacement of old gas compressor stations and, finally, building new gas storage facilities.
    Obviously, gasification might  have a multiplier effect for the Russian economy. Only building new pipelines will require 9,5-13 million tons of pipes and   460-600  new gas compressor stations. 

The government make gas companies (and first of all, Gazprom) diversify their activities and actively take part in  businesses with   high  added  value.  Development of gas processing industry as well chemical industry and production of construction materials  are the most obvious  options.  
One of new factors  in development of Russian gas industry in the coming years which one cannot overestimate will  be bringing  into production of gas fields with multi-component structure of gas.  At the moment, share of gas with high level of valid components (butane-propane mix) is 24%. By 2030, it is expected that this share will increase to 62%. Thus, there will be strong incentive for  deeper processing of gas and production  of new goods, including helium.    
Gas power generation accounts for 42%  in domestic  gas consumption. By 2030, the Russian government is going to increase gas consumption in power generation  by 40%, e.g.  it  will reach 214 bcm/year. New  gas-fired plants using the most efficient gas turbines and the gas-steam cycle  ( combined-cycle gas turbines - CCGT) will be built  with overall capacity of 83 GWh.  The reason for this radical growth of gas in Russia’s power generation is purely economical – costs of power is the lowest,  installing period  of new gas-fired power plants is the shortest, and  ecological risks are minimal. 

It is planned to synchronize development of  new fields with   multi-component structure of gas and building  appropriate  reprocessing facilities in six regions (Yamal, Sakha republic, Irkutsk, Krasnojarsk and Khabarovsk regions, and North Caucasus). New modern clusters of Gas chemistry     will contribute to economic development of aforementioned regions. Overall investments into gas industry in the period 2011-2030 will reach   12,3 -14,7 trillion roubles in prices of November 1, 2010. This means about  20%   increase in investment programs of Gazprom (from about $20 billion/year  in the  late 2000s to  $ 25 billion/year in the coming two decades).  New gas infrastructure will allow to solve a problem of utilization of associated gas.
   
Opening up of $ 1,7 billion Novourengoy Gazochemical enterprise in 2012 will be the first step in this direction. 
   In 2011, the Russian government has approved project to build gazochemical factory in Sakha/Yakutia by 2016.
  The factory will produce methanol and synthetic fuels in amount of 400 000 tons per year. 
Meanwhile, one of problems for Gazprom  on the markets of polymers will be  tough competition from Kazakhstan
 which is a member of Customs Union. Kazakhs are  going to sell in Russia up to 200 000 tons of polymers per year. Uzbekistan has also declared about his plans to build by 2015 a factory with the same capacity as Russia’s   Novourengoy Gazochemical enterprise. Obviously, Central Asian natural gas producers   do their best to diversify their markets  in order to utilize in gas related enterprises  as much as possible of natural gas which they cannot sell out on external markets. All in all, building of appropriate  gas  reprocessing facilities in six Russia’s regions will increase domestic consumption of natural gas by 150 -180 bcm/year. In general, attention to gas reprocessing facilities is rather common among other gas producers in the FSU. 
Finally, the government is ready to push a bit oil companies on  the local market of fuel for public  transportation. Regions and municipalities have received  recommendations to shift from gasoline and diesel   to gas fuel  all public transport
 and communal fleet.  Within next 10 years consumption of gas fuel in this sector can reach 5,5 million tons – a fourfold increase from 2010. 
A new gas  pricing system at home - the core of new strategy
Intention to introduce a new pricing  system in gas sector is one of the most important and radical measures by the Russian government.  It is expected that this move will  not only help Gazprom financially but also  will  contribute to  overall development of Russian economy.  In Russia, gas consumption increased from 41% of primary energy needs in 1985 to 54% in 2010, one of the highest levels worldwide.  Partly is was a result of delayed  energy sector reform and, in particular, the necessary price increases. The rise in world oil process from 2003 and the related  rise in European gas prices meant that the differential between European export prices and CIS export prices widened sharply.  At the same time, rising oil prices magnified the distortion between regulated gas prices and unregulated domestic prices for competing fuels (coal and fuel oil). Price distortion effectively prevents inter-fuel competition and skews energy consumption patterns even further in favor of gas. This has resulted in a dominant position for gas in the fuel and energy balances of CIS states, and substantial waste of resources in the industrial, municipal and public sectors.  

By the end of 2006, the Government decided to raise regulated wholesale industrial gas prices, with a target of reaching parity with netback from European exports by 2011. This was not definitely not a liberalization but a regulated transition to higher prices. This increase in Russian domestic gas process inevitably followed by further revisions of prices for importing countries, and has largely determined the dynamics of these increases. Pre-crisis plans by Gazprom  to bring Russian domestic prices into line with European prices by 2011 could not be met without substantially greater price increases. Such large additional increases were unacceptable to the then-incoming administration of President Medvedev, because of their impact on inflation, political acceptability and competitiveness of gas-intensive industries. Confusion ensued about the status of the commitment to raise prices to European levels:  the Ministry of economy announced that parity with European prices would not be achieved  until 2014-2015, but Kirill Seleznev, Gazprom’s head of domestic gas sales, said that he had seen no new government document which contradicted  the original commitment.
 

Previously the argument of the Russian government and President  had always been that low gas prices were part of Russia’s ‘natural competitive advantage’. But in November 2006, for the first time the Russian President  endorsed the policy – long demanded by the IMF, WTO, EU and others – that Russian industries should pay prices for gas aligned to those paid by their counterparts in market economies. 

In 2011, the Government set a goal to change its pricing policy for gas  in the most radical way  and reach ‘equal profitability’ on domestic and external markets.  This will bring with it the prospect that the huge premium on exports that has been the cornerstone of Gazprom’s finances throughout its existence will be removed.   
 The calculation is made on the basis of existing tariffs for the delivery and transit of gas, and the expected level of export duties under conditions where the principle of ‘equal profitability’ of deliveries in domestic, CIS and European markets is applied. In accordance with that principle, the price of gas in Russia will be about 40% of the European price.  The use of European pricing scheme as the basis to determine domestic and CIS gas prices means that as long as European prices are linked to those of oil, domestic prices will fluctuate in accordance with oil price dynamics, adjusted to the time gap between the date of the contract and the real date of delivery.

 Thus, potential losses of export revenues  in Europe will be compensated by domestic consumers. It is expected that changes in gas prices will not be too high for significant reduction of costs within gas sector.  

The potential consequences of gas price reform. An important systemic question for the Russian economy, and the energy sector, is the extent to which higher gas prices will depress demand. Russia’s economy is notoriously energy inefficient, implying an enormous potential for energy and natural gas saving. What is uncertain is  the extent to which this potential can be unlocked by price increases alone. More likely is that price increases will accelerate the replacement of capital stock still dating from the Soviet time. This is particularly the case in the power generation sector, where the new owners have both good  commercial reasons and investment obligations to replace Soviet-era gas-fired generation assets.  Also, new pipelines and high-pressure turbines will be put into operation in order to increase transportation efficiency of Gazprom.     

Domestic pricing is a very sensitive political  issue, especially on the eve of general and presidential elections in 2011-2012. But the estimates for the impact of higher gas prices on Russia are very modest. A study by the Center for Macroeconomic Analysis and Forecasting estimated that the annual GDP growth rates will decline by 0,2%, real incomes of the population annual growth rates will be 0,4% lower and inflation rates will increase by 1% a year.
  Up to 2008, Russian domestic gas demand has not shown any correlation with gas prices. The biggest question mark is over consumers’ reaction to rising gas prices. Sector-by-sector analysis suggests that consumers will implement some gas-saving measures and try to switch to alternative fuels – but there are not that many opportunities for gas demand reduction in the period up to 2015.  Consumers who are ‘addicted to gas’ will simply have to agree to higher gas bills and lower margins. Their cost structure shows that  for most industrial and residential customers that is possible.
 

In general, Russia poses huge energy-saving potential. According to Russian government,  implementation of energy-saving measures could reduce Russian demand for primary energy by 40-48% (250-300 million tons of oil equivalent per year), and demand for electricity and district heating by 25-30% (220-260 billion kWh).  About one third of this potential could be achieved  in the energy sector itself; another third is concentrated  in other industries  and construction.  More than one quarter could be achieved in public utilities, 6-7% in transport, and 3% in agriculture.
 
Gazprom’s Investment Program: ambitious but feasible 
 Gazprom's investment structure  was  quite  peculiar in 2000s – the company  has in​vested more in pipelines than in development and production and large amounts in acquisitions outside the gas sector. For instance, in 2005 more than half of its large capital budget went to pipelines and only one-third to production and development. But the Gazprom management has changed its policy  on the eve of crisis. In 2007 and 2008 Gazprom spent 43 percent of its capital investment on production and just over a third on transportation. Thus, a  major criticism of Gazprom in recent years  is that the company has invested insufficiently in new production and transportation projects, and it is for this reason that it finds itself in a difficult position with respect to future supply.
 
Part of this criticism is fundamentally misplaced, given that only following the post-2003 increase in oil, and therefore, European gas, prices, and the November 2006 commitment to raise Russian gas prices, has it become possible for Gazprom to be confident that both the Yamal and Shtokman fields could be profitably developed. However, Gazprom could have invested in the smaller and less technically challenging Ob-Taz Bay fields before  ‘backing into’ the Yamal. 

Thus, the principal criticism of Gazprom is not that the company failed to foresee the increase in global oil and gas process which would have justified earlier investment in high cost Yamal fields, nor that the management failed to anticipate the extent of Russian economic growth in 2000s and therefore energy demand, combined with the failure of price increases to moderate that demand. ‘All of these developments took most observers, including those in Russia, by surprise. The major criticism of Gazprom management planning in the 2000s must be that, given the uncertainties that it faced, it failed to adopt  a lower risk strategy which would have allowed for greater supply flexibility, specifically in relation to early development of smaller fields in the Ob-Taz Bay and facilitating much faster development of production from other companies. As a result, it has placed itself – and the gas sector – in the much more risky position that if Yamal (Bovanenkovo) production is significantly delayed beyond 2011, it has little on which to fall back.

Thus, the risk is that if one of Gazprom’s critical supply and demand building blocks moves in adverse direction:

1. Supply from the Yamal fields is delayed,
2. Not enough independent gas production is developed.

3. Central Asian imports cannot be maximized.

4. Domestic demand continues to increase due to continued economic growth and delay in price elasticity of demand and capital stock replacement, then Russia’s supply/demand balance could become critical during the period of 2011-2015.

Gazprom has direct control over only one of these building blocks – the development of Yamal production. It has  very considerable influence over the development of supply from other producers, but has left it very late to provide the required incentives and the associated transportation capacity which was revealed by V.Putin and the Russian Ministry of Energy in 2010. Gazprom  can ensure that transportation capacity is available  to bring maximum quantities of Central Asian gas to Russia and other CIS states, but it cannot control political developments in those countries, and has only limited power to prevent competition from China. Finally, it has little control over domestic economic growth and domestic pricing of gas, which is the prerogative of Russian government. 

Obviously, the most serious consequences of any supply shortfall related to demand are likely to be felt in the Russian domestic and CIS markets. Gazprom’s move to five-year contracts with Russian non-domestic customers limits its contractual freedom of action to reduce deliveries.  The transit role of the  western CIS countries limits and will continue to limit Gazprom’s freedom  of action in relation to supplying those countries. A tightening Russian gas balance will require very difficult decisions as to how gas will be allocated between different markets.

Gazprom’s investment program for 2011 reflects main priorities of the gas sector. Gazprom is going to reduce its costs by 14 billion roubles. Though overall investments will  be lower in 2011 than in 2010 by 9,8%  (reduction from 905,23 billion to  816.363 billion roubles) 
, besides modernization of infrastructure, building new gas storage facilities, and  gas   compressor stations,  main investments will be made into development of new fields (Bovanenkovo, Nadym section of Medvezhje, and  Urengoi Achimovskoe)  and   pipelines (Bovanenkovo-Ukhta, Ukhta-Torzhok,  Griazovets-Vyborg, Pochinki-Griaziovets, SRTO-Torzhok). 

In the Far East, the center of gravity remains the  Gas transportation system ‘Sakhalin-Khabarovsk-Vladivostok’ as well as to development of new fields (Kshukskoe, Nizhne-Kvachinskoe and Kirinskoe). 

Finally, Gazprom will invest into development of Shtokman and Prirazlomnoe fields as well as into Nord Stream and South Stream pipelines. Investments will made into power generation  in Adler (south Russia) and abroad (Vietnam, Africa and Latin America). 
Focus on non-Gazprom (independent) producers
This part of paper overviews quite important change in Russia’s gas policy, namely rather radical shift in favor of non-Gazprom production.  In 2010, non-Gazprom production  constituted 16% of Russian gas production. According to General plan, by 2030 this share will increase up to 30%.  Apart NOVATEK, other companies (Itera, Rosneft, Lukoil,  and TNK-BP) will contribute to this  production  growth.  However, these companies face substantial uncertainties, many of which are related to Gazprom and government-decision-making on the requirements – in terms of both gas and transport capacity – and regulation of the domestic market.
     
 It is a common wisdom that  Gazprom can produce only from giant fields, but Russia has plenty of accessible small and medium-sized fields. Some  even believe that  Russia  does not need to develop inaccessible new giant fields for the foreseeable future if it utilizes medium-sized fields. Some independent companies are already doing that. NOVATEK  and big private oil companies  (Lukoil, TNK-BP) produce gas far cheaper than Gazprom, and unlike Gazprom they manage to sell in​creased gas volumes on the domestic market with profit. 

Another  criticism of Gazprom’s supply planning is that the company should have done much more to encourage other producers to bring forward additional supply for the late 2000s and early 2010s, to compensate for the anticipated decline in its own production.  As the result of the Gazprom production situation, the future of non-Gazprom production has become very important. Unless Gazprom’s very optimistic projections of its own production turn out to be  correct, most of the production increase will need to come from other companies. The latter divide into oil companies which produce associated and non-associated gas, and gas-producing companies not involved into oil production. Though these companies are labeled as ‘independent producers’, the term has become inappropriate as Gazprom has taken equity stakes in, and formed special relations with, these companies, which give the dominant player a significant degree of control over their production and sales.
 
Until now, Gazprom has repeatedly used its monopoly power to purchase independent producers cheaply to recover its share of production. Many Russian and foreign companies have faced such a fate. Now, the question  arise why the Russian government allows Gazprom to waste billions of dollars every year.  

The companies which have an aggressive production strategy are NOVATEK and Lukoil. The former wants to remain  the leading independent natural gas producer in Russia. In 2010, gross production for NOVATEK
 totaled 37.78 bcm of natural gas and 3,632 thousand tons of liquids. Natural gas production increased by 5.00 bcm, or by 15.3%, whereas gross liquids production increased by 583 thousand tons, or by 19.1%, as compared with the corresponding gross production in 2009. During 2010, NOVATEK processed 3,401 thousand tons of unstable de-ethanized gas condensate at the Purovsky Processing Plant, of which 940 thousand tons was processed in the fourth quarter.

It seems that independent producers  will be interested in collecting and utilizing gas flared in the course of oil production. In his 2007 Address to the Federal Assembly, then President V.Putin  made a specific reference to the need to eliminate gas flaring. As a result, every oil company has made   a commitment to reduce flaring by at least 85% and phase  it out entirely by the early 2010s.  In 2008, the World Bank’s Global Flaring Initiative (GFRI) cited estimates ranging from 15bcm/year to more than 50 bcm/year of gas flared in Russia. Russia’s official   figures correspond to its lowest estimates. Associated gas production will clearly be strongly  affected by the evolution of domestic pricing in Russia. Unlike Gazprom, other producers are not subject to regulated prices and therefore can regard the latter as the minimum which they will receive from sales to customers. 

Another key issue  for independent producers  is the tax regime, of which natural resource extraction tax is the most important element. In order to stimulate production of new  small and medium size fields as well as of big fields offshore,    the government has been developing a new system of taxation. A number of factors will be taken into consideration – geographic, geological and  some others. The government set April 2011 as a deadline for getting this job done.  
 
Finally, it seems that V. Putin  is inclined to strengthen private natural gas companies close to him  (NOVATEK). This step  appears to be reasonable for both creating competition (and minimizing transportation costs) and broadening options to operate on the European market.   In December 2010,   Gazprom has sold its share (9,4%) in NOVATEK to Gazprombank 
 only for  57,5 billion rubles while the market price  its share was about some 29 billion roubles higher.

Obviously, this  deal was not only about money. There are some reasons to suggest that  Russian gas sector attempts to  adapt its business structure to    post-crises reality in Russia and to  a new legal environment in Europe.  Gazprom is too big  and not flexible  enough to adjust to  fast changing situation.  Smaller (semi)private companies with foreign/European  participation can operate  much more effective.  Thus, one can see a U-turn in V.Putin policy – in early 2000s he saw his mission in concentration gas sector  under Gazprom – and now he supports the so-called ‘independent’ producers though, in fact, all  of them are closely tied with Gazprom and the government. Not surprisingly, that Putin has publicly criticized management of Gazprom for its unwillingness to provide non-Gazprom producers with access to transmission network.
 

 In addition to redistribution of assets, one can observe also a redistribution of contracts. NOVATEK is getting bigger and stronger at expense of Gazprom. NOVATEK was chosen as a principal partner of Total  for development of one biggest fields in Yamal.   MoU reads that Total’s share  in the project  will  be  20%,   and the company is expected to deliver modern technology of LNG production, storage and transportation. Also, Total has bought 12% of NOVATEK and made a commitment to increase her share up to 19,4%  over the next three years.   
Finally, one of indicators of shaken position of Gazprom domestically is   an initiative by the Ministry of Finance to introduce   a special taxation for pipe infrastructure.  In 2012, it is planned to charge 1,1% tax from  owners of pipelines, and 2% - in 2013. 
 According to Gazprom,  new tax  reform dealing with gas sector  can result for company  in 200 billion roubles of ‘additional payments”.  On one hand, idea to tax for infrastructure  has not only fiscal dimension. It also aims at  rising efficiency of pipelines. On other hand, such a tax might become a barrier for development of pipeline system.   That is why the final decision is not made yet. 
External markets
This part of paper focuses on priorities as they outlined in the General plan. Though CIS market is very important for Russia, main attention is given to Europe, Asia-Pacific and to some extent to recent developments in Russian gas relations with Central Asia.
Europe. The European market remains the top priority for Gazprom.  The main goal is to keep existing market’s share and build relations on the basis of long-term contracts tied to oil. The latter is  vital for stability and  huge investment programs.  In 2010,  Gazprom revealed flexibility and  renegotiated its contracts with European energy groups to allow for up to 15 per cent of the sales to be tied to spot prices. Gazprom is expecting  demand in Europe to recover by 2012. This will close the gap between pipeline gas prices and spot ones, which are currently much cheaper.
 
As for another challenge to Gazprom on global markets including Europe  -  ‘shale gas’ revolution in the United States  - Gazprom CEO Alexei Miller said that shale gas  importance was  overestimated.    Citing high investment requirements for developing shale gas deposits and “low output at wellheads”, Miller said that shale gas could only serve as a replacement for the depletion of local traditional gas production.

But in general, there an  anxiety among Russian officials about the future of European market. First, in order to fill all this infrastructure and pipelines, big investments are needed in the gas value chain outside of the EU, somewhere deep in Western Siberia or far up in the North of European Russia, or the Arctic offshore. For this, investors will need to invest heavily and be able recover their investments. So, if there is no clarity about the EU's future demand, it will cause incremental risks for the investors. Of course, domestic consumption in the long run might become back-up if European market is about to decline.
Secondly, in order to plan  investments,  Gazprom  needs clarity about the EU's long term policy goals. The main gas fields are nearing their natural production decline (NPT) and this will need to be compensated by developing new fields (Yamal and Stokman) and thus by new investments. If Europe remains the key market, than production needs to be increased. Besides supplying  domestic market, Russia also has an intention to sell   gas to the East. So, Europe's energy demand trends will be key in shaping Russia's energy development strategy, both for the domestic and export markets. But the latest official EU forecasts shows that future gas consumption will be below the amount that is already contracted by Russian suppliers to Europe.
 
Third, it is clear that the development of the EU's legislation concerning energy, plays an important role for Gazprom.  It is not just EU policy that sets the aims, such as the 20/20/20 program, legislation - the so-called third energy package -   also plays an important role. In 2009, the EU adopted major energy reforms aimed at boosting competition and efficiency by, among other methods, forcing firms which sell energy to loosen their grip on pipelines and power grids. Russia sees that as an attack on its major players, such as Gazprom and refers to PCA (1994)  between the EU and Russia which prohibits discrimination of foreign companies.
 Article 34 of the PCA reads: “The Parties shall use their best endeavours to avoid taking any measures or actions which render the conditions for the establishment and operation of each  other’s companies more restrictive than the situation existing on the day preceding the date of signature of the Agreement”. Russian Prime Minister Vladimir Putin criticized the European Union’s rules on energy infrastructure on 24 February 2011, underlining a failure to make progress in energy talks. Speaking to reporters after discussions with European Commission President Jose Manuel Barroso, Putin said the EU’s rules on the ownership of pipeline infrastructure, known as the third energy package, w
ere a confiscation of assets. “The third energy package, it is quite clear, will harm the activities of our energy companies,” Putin said, adding it would drive up the costs of energy for EU consumers. “We are talking in practice about the confiscation of property.”
 
The future of negotiations over new European energy legislature is  difficult to predict. But it seems that chances to reach compromise on acceptable for Russia terms are rather high, at least they much higher than in 2009 when the EU's legislation concerning energy was adopted. There are a number of various factors which play for Russia and  some other energy producers  (including Norway). First of all, the alternative options, which seemed safe only last year, now look a lot less reliable than energy supplies from Russia. Specifically, transit disputes with Ukraine have been fully resolved and under Viktor Yanukovich one can hardly imagine any new ‘gas war’ between Kiev and Moscow. Second, the Nord Stream pipeline system (55bcm) is well progressed and will eventually make the EU even more reliant on Russian gas imports. On June 7, 2011 Vladimir Putin stressed that Russia will do her best to avoid any dependence on transit states in the future. In a press-conference with his counterpart from  Ukraine Nikolai Azarenko, Putin said: "We have completed (the first phase of) Nord Stream. It took us less than two years. We will be able to transport  27,5 bcm with no transit fees at all. Next year we  will put into operation  yet another pipeline with 27,5 bcm.   Thus, we will have (transport capacity) of 55 bcm. Then we will build the South Stream and there will be no  transit fee, too.   Do you understand? We are interested in avoiding any transit states
 
All intergovernmental agreements about South Stream have been signed, and it   is much more likely to be built than the Nabucco pipeline system. South Stream will add a minimum 30 bcm to exports. Third, shale gas looks less of a significant alternative in Europe than at first thought. Forth, price competition from LNG is also now less of the significant threat than was thought a few years ago. Major exporters, such as Qatar and Algeria, are in no mood for a price war and are in contact with Moscow about price structuring. The Forum of Gas Exporting  Countries became a reality. Fifth, uncertainty over supplies from North Africa and the threat of contagion to bigger producers in the Gulf increase risks of supply. There is also   a very real threat that Nigeria will be next.  Finally, Asia-Pacific region becomes a real to the EU export market. Product from Novatek’s LNG project in Yamal will also more likely sail east rather than west when  completed.

Finally,  marketing of  gas worldwide (and first of all, in Europe)  will be top priority not only of Gazprom
, but also of recently emerged   ‘The Gas Exporting Countries Forum’ where Russia plays a key role.  One of most important components of market strategy in Europe will  a systematic and sustained information campaign to explain the advantages offered by natural gas. It will be done through various channels including  the GECF. The General Secretary of the GECF Leonid Bokhanovsky mentioned this task among strategic priorities of the Forum in 2011:

“We need  to lay the foundations  for correcting the existing situation whereby natural gas is underestimated, in a certain sense. …What we have in mind is not a head-on campaign. …The advantages offered by natural gas …are very real but not always  obvious to the general public, to the political and business establishment, NGOs or the environmentalists.

A similar kind of campaign is now being waged to promote alternative and renewable fuels, nuclear energy, etc. Compared to this campaign, gas is lagging behind, so we need to catch up. And in order for this work to be productive, we need to consolidate the global public opinion and give a political impetus to the ongoing reevaluation of the current energy priorities.’ 
 

Asia-Pacific. Though keeping its share in Europe is a top priority of Gazprom
,  Asia-Pacific region as well Middle east are two the  most promising markets in  the future. According to ministry of energy, those market will grow by 3-4% annually. In general,  gas consumption in    Asia-Pacific region has doubled for the last twenty years and reached 453 bcm/year.  Thus, demand for gas in the region is already higher than in Europe and the Asian gas market will likely be as important for Gazprom as Europe soon. The key markets for Russia are China, Japan, and Republic of Korea.  In 2009, the overall consumption in those three countries has reached  90 bcm. 
The Ministry of energy believes that China can consume as much of gas as Russia can offer.    Thus, the first problem is transportation. There is a plan to build  two pipelines to China – ‘Altai’ and the so-called ‘Eastern Corridor”. The former’s capacity is 30 bcm/year, the letter’s – 38 bcm. ‘Altai’ pipeline  will deliver gas from western Siberia while “Eastern Corridor’ will transport gas from fields in eastern Siberia.
 In September 2010,  Moscow and Beijing have signed  an agreement on  ‘Extended conditions of gas deliveries from  Russian to China”. Export contracts  on gas supply through both pipelines will be signed in June 2011 if countries come to an agreement about   a price.  A price issue is  the most problematic  of all .
 
Consumption in South Korea more than doubled in the past decade to reach 33.8 bcm in 2009, from 16.8 bcm in 1999. Russia will have to compete with Qatar, Malaysia and Australia for a share of the Korean gas market. During his visit to Seul in November 2010, Gazprom’s  chief executive Alexei Miller said that Gazprom could supply at least 10 bcm/year  starting in 2017 to  South Korea.  Gazprom’s first LNG plant, part of the Sakhalin-2 project, began shipping compressed gas in March 2009, including to South Korea. The company has sought to expand in Asia as demand for its pipeline gas in Europe is squeezed by cheaper spot prices for LNG and nontraditional sources like shale gas.

Russia and South Korea have  started talks on terms of the supply deal in December 2010 but Gazprom plans to supply the gas under the take-or-pay principle it uses in Europe. Pricing will also be “the same as in all our other contracts,” Miller said. “Everything will be tied to the Japanese oil products basket”.

Meanwhile, nuclear power plant accident in Japan will support  demand for oil and  natural gas in the longer term. According some forecasts, Japan will require an additional 10 billion cubic meters a year of LNG imports in the medium-term, and Asia-Pacific LNG demand growth will rise by one percentage point to about 6 percent a year following the accident. Moreover, experts believe that “That’s not an isolated incident. It will resonate elsewhere… It will add to the cost of safety compliance in the nuclear industry. It strengthens the case for gas.”
 Thus, previous Gazprom’s Atlantic LNG ambitions can materialize  in Asia-Pacific through fast development of Yamal and Shtokman fields. Even before the accident the government has set a goal to speed up with LNG development in aforementioned regions in order to  produce  63-85 bcm/year  of LNG.
Central Asia. The primary task of Gazprom  in its relations with Central Asian gas states was, is and will be to avoid competition on the European market.
 It appears that this goal is successfully achieved.  Most of the Central Asian gas supply is likely to go to China without Russian intermediation. China has already built a gas pipeline to Turkmenistan. By 2013, China is planning to buy 40 bcm/year  of natural gas from Turkmenistan, while  the (re)construction  of the Caspian coastal (Prikaspii) pipeline, announced for Turkmenistan’s cooperation with Russia and Kazakhstan, is on hold for a long time. From the very beginning, the Prikaspii agreement represented ‘nothing other than yet another intergovernmental MoU. It did not establish an international consortium to undertake the work;  rather, the three governments became responsible for funding and assuring the execution of the work on its national segment’. Under terms of  a trilateral December 2007 agreement, the Caspian coastal pipeline was  planned to carry 20 bcm/year, beginning 2012. 
 In 2010, however, Russian deputy prime-minister I. Sechin has announced that  construction would  be  further delayed though the project ‘was not frozen forever’ but  ‘priorities’ would be set by the situation on gas market (in Europe).   
In October 2010, Russia and Turkmenistan renegotiated the terms of their gas agreement. Instead of initially planned 80-90 bcm/year Russia will buy  just 10-30 bcm/year on spot prices. The only ‘compensation’ from the   Russian side is Russia’s  commitment to take part in a  risky project to deliver Turkmen gas to India through Afghanistan and Pakistan .
  Theoretically, this situation might push Turkmenistan to participate in Nabucco project though Russia does her best to bring into production Nord Stream   and  South Stream and eliminate any incentives to build one more pipeline. 
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